accounting firms into multidisciplinary practice areas facilitates companies' participation in tax shelters and undermines directors' and investors' assessments of tax risks.
Congress has taken steps to limit tax shelters. In some cases where Congress has identified a particular abuse, it has enacted provisions to disallow the purported tax benefit in future transactions. 9 Particularized responses, however, cannot adequately address shelter design in a rule-based system: when one shelter is disallowed, the tax shelter industry merely revamps designs to purport to satisfy a slightly different set of rules. For this reason, 1997 legislation 10 focused on enhancing tax enforcement through transparency. It required companies and promoters to register certain tax-avoidance transactions and to report tax-structuring information to the IRS in connection with other transactions with characteristics that suggest the possibility of an abusive tax shelter. Corporate tax shelter regulations setting forth the requirements for that disclosure have now been finalized.
11
Despite these developments, auditors continue to design tax shelters for corporate clients and their executives. In passing Sarbanes-Oxley, Congress missed an opportunity to address the impact of these tax services on auditor independence and corporate governance. 12 The Act itself did not unambiguously prohibit any tax consulting that an auditor might provide an audit client. Although the SEC's adopting release for auditorindependence rules suggests that audit committees should not approve auditor tax services for transactions that lack a business purpose, the only non-audit tax service that the rules unambiguously prohibit is auditor representation of audit clients on tax issues in court proceedings. 13 Recent SEC staff guidance on pre-approval of tax services is insufficient.
This Article argues that the SEC's approach to tax services failed to respond adequately to the multidisciplinary expansion of accounting firms. In particular, this Article contends that the inadequacy of audit committees' information about audit firms hinders their ability to perform key functions of selecting auditors and approving nonaudit tax services. Similarly, directors likely have insufficient information about a reporting company's tax risks to permit effective monitoring of internal tax and accounting functions or company participation in potentially abusive tax transactions. Those information asymmetries also leave investors without tax risk information that would otherwise factor into investment decisions.
To address these problems, this Article proposes a multidisciplinary approach to protection of the securities markets. Specifically, the Article urges the SEC (through the new oversight board created by Sarbanes-Oxley) to ban auditor provision of certain tax services. These rules need not invent a separate, SEC-generated definition of problematic tax shelters. They can simply adopt, by cross-reference, the reporting categories for corporate tax shelters established in the IRS's corporate tax shelter regulations. Those regulations already require companies and their tax advisers to determine whether contemplated transactions must be reported to the IRS. SEC adoption of the same reporting categories would provide an easily administrable way to ban auditor provision of tax services that are most likely to create conflicts of interest, at minimal cost to auditors and reporting companies.
Internal tax risk disclosure based on the IRS reporting categories can also enhance company directors' decision-making. The SEC should require two types of internal disclosure. First, auditors should provide an "audit firm tax risk profile" to the directors. The audit firm profile provides objective information about an audit firm's history in designing, promoting, or implementing potentially abusive tax transactions. It includes a "cumulative failure rate" for certain tax shelters designed, promoted, or implemented by the audit firm for any of its clients. This statistic provides a comparative yardstick that would permit audit committees to assess auditors' competence to evaluate tax risk.
14 Second, company directors should receive a similar "reporting company tax riskprofile" that provides objective information about a company's own participation in aggressive tax transactions and its "cumulative failure rate" in those transactions. This information would permit directors to intervene to prevent a misallocation of corporate resources to overly aggressive tax planning. These two tax risk profiles would arm audit committees to make better decisions. As an additional benefit, the profiles would counter the tendency of auditors to acquiesce in promoters' analysis of aggressive tax transactions, thus helping to ensure that external auditors provide independent assessment of contingent tax liabilities for reporting company tax transactions that have been structured by other tax advisers.
This Article also proposes that the SEC require public disclosure based on these tax risk profiles. Disclosure would provide investors with information about the risk in a reporting company's tax planning strategies and the credibility of its external auditor on tax matters. The enhanced transparency should remove information asymmetries that currently limit investors' ability to assess tax risks, resulting in more efficient markets.
Finally, to reinforce the new disclosure requirements and to further ensure that auditors independently assess reporting company transactions designed by other tax advisers, this Article proposes a series of strict liability penalties. These penalties should be sufficiently high to deter non-disclosure and encourage adequate review.
The aim of the proposals is to let the sun shine brightly on tax shelter planning through enhanced internal disclosure to audit committees of auditor and reporting company tax risk profiles, to shame the participants and purveyors of potentially abusive tax shelter transactions through public disclosure of tax shelter cumulative failure rates, and to impose strict liability penalties for violations of SEC disclosure rules and gross understatements of tax accruals. These proposals are intended to ensure that audit committees can perform their functions and that investors can overcome information asymmetries relating to tax risks.
These proposals do not put the SEC in the position of enforcing tax laws. They merely permit the SEC to use the IRS's existing tax analysis to set appropriate limits on auditor provision of tax services. Even when non-audit tax services are permitted, the proposals provide a means for directors and investors to assess the competence of audit firms and the aggressiveness of reporting companies' tax positions. As an incidental 14 . In other words, an auditor's cumulative failure rate, even if numerically low, would provide a relative measure of competence when considered in comparison to the cumulative failure rates of other accounting firms that provide non-audit tax advice.
[Winter benefit, this enhanced transparency should result in more prudent tax planning and better tax compliance by reporting companies, removing a further market-distorting effect of aggressive tax shelters.
The argument proceeds as follows. Part II briefly reviews the accounting scandals and the regulatory and congressional response culminating in the Sarbanes-Oxley auditor independence rules. Part III lays out the evidence of a similar corporate tax compliance problem that impacts audit reliability and investor assessment of company profitability. Part IV considers potential causes of these tax compliance failures, drawing on parallels with the accounting scandals. Part V briefly reviews congressional and Treasury responses to abusive corporate tax planning. The discussion focuses on the development of new disclosure requirements and the inadequate attention to auditor-provided tax services in the context of the development of the Sarbanes-Oxley auditor independence rules. Part VI proposes explicit measures to enhance auditor independence. The Article suggests that the market aspects of tax risks can be addressed at nominal cost to audit firms and reporting companies by building on what the Treasury has already accomplished in defining potentially abusive tax transactions and establishing registration and reporting requirements. Accordingly, the Article proposes an explicit bright-line rule for banning certain tax planning services and develops an integrated proposal for providing appropriate tax risk disclosure to directors and investors. Part VII concludes by considering additional tax issues that may respond to a multidisciplinary SEC approach.
II. ACCOUNTING SCANDALS
Over the last two years, publicly held companies have reported record earnings restatements. 15 Enron's meltdown is symbolic. The Enron bankruptcy examiner concluded that Enron's use of accounting gimmicks with special purpose entities allowed it to "so engineer[] its reported financial position and results of operations that its financial statements bore little resemblance to its actual financial condition or performance."' 16 Arthur Andersen, Enron's external auditor, played a central role in Enron's accounting-driven transactions, 17 as well as a number of other accounting irregularities.
18
Costs of accounting scandals mount quickly. They include legal and investigative costs, 19 damages in securities lawsuits, 20 inability to pass costs on to insurers, 2 1 liquidity problems and higher debt service costs, 22 and rating agency downgrades. 23 The Enron debacle is a prime example of the cascading effect of accounting irregularities: total loss of investor confidence, the implosion of its long-term auditor, and, ultimately, bankruptcy. See also id. at 3 (reporting that "96% of Enron's reported net income and 105% of its reported funds flow from operations were attributable to ... six accounting techniques ... [without which] Enron's reported debt at December 31, 2000, would have been $22.1 billion rather than $10.2 billion"). The techniques--"FAS 140 Transactions," "Tax Transactions," "Non-Economic Hedges," "Share Trust Transactions," "Minority Interest Transactions," and "Prepay Transactions"--are described in detail on pages 36-45 of the report. An example involving shortterm circular cash flows is described as follows: "Enron borrowed $500 million, bought Treasury securities with it, sold the Treasury securities, recognized $500 million of operating cash flow, and repaid the loan-all within 30 days straddling its 1999 year end-and without reflecting the loan as debt on its financial statements." Id. at 28.
17. See, e.g., id. at 39 (discussing Andersen's role in planning a technique designed to be treated as a sale even though the economic substance did not comport with a sale); Harold S. 21. See Berman, supra note 19 (reporting on insurers' attempt to rescind $325 million of coverage for $400 million costs, on the grounds that Qwest misled them).
See, e.g., Gregory Zuckerman, Cash Drought: A Dwindling Supply of Short-Term Credit Plagues Corporations-Market in Commercial Paper is Hurt by Enron
Fears, WALL ST. J., Mar. 28, 2002 , at Al (indicating that the Enron debacle caused "financial jitters" that reduced the supply of short-term commercial paper and forced companies to turn to other sources of funding at higher interest).
23. Id.
See generally ENRON AND BEYOND: TECHNICAL ANALYSIS OF ACCOUNTING, CORPORATE
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A number of causative factors played a role in the accounting scandals. 25 Internal finance staffs and directors lost sight of their objective of protecting investors. 26 The rapid expansion of lucrative auditor consulting services 27 and growth of multidisciplinary accounting firms 2 8 created serious conflicts of interests. 29 The accounting profession's self-regulatory process, funded by the American Institute of Certified Public Accountants (AICPA), 30 could not eliminate harmful practices. 26. "The 'watchdogs,' 'gatekeepers,' and 'protectors of the public interest' were instrumental in providing the cover that allowed the [financial statement] misrepresentations to grow and fester." Mark Cheffers, Enron and Wall Street, in ENRON AND BEYOND, supra note 24, at 301-02.
27. See, e.g., FINAL ACCOUNTING, supra note 25, at 169 (describing the growth of accountants' consulting business). In many of the cases in which companies restated earnings, they paid significant fees to their external auditors for non-audit consulting services. See id. at 156 (stating that WorldCom paid Andersen $12.4 million in non-audit fees in a representative year); id. at 148 (stating that Waste Management paid Andersen $48 million in audit fees and $31 million in non-audit fees in 2000).
28. 2004] misleading public information meant the market could not self-correct.
Congress responded to the wave of accounting scandals with Sarbanes-Oxley. Among other changes, Sarbanes-Oxley replaced the accounting profession's selfregulatory mechanism with a new government oversight board, the Public Company Accounting Oversight Board (PCAOB). 33 The Act also established a non-exclusive statutory list of eight banned categories of non-audit services and authorized the PCAOB to add to the list by regulation.
34
III. CORPORATE TAx SHELTERS Over the last three years, while accounting scandals captured media coverage and public outrage, Treasury and the IRS focused their attention on a similar compliance that understaffing and underfunding limit both reviews and enforcements). But see U.S. General Accounting Office, SEC Enforcement Program: Information on Productivity Statements and Cases Closed Without Action, GAO-86-106BR (Aug. 1986), at 19 (stating that "there is no reliable method for estimating the amount of violative conduct the SEC has prevented"). 34. See Sarbanes-Oxley § 201(g)(l)-(9), 15 U.S.C.A. § 78j-1 (2002) (amending Section 10A of the Securities Exchange Act of 1934 by prohibiting the provision of bookkeeping, financial information services design, appraisal or valuation services, actuarial services, internal audit outsourcing services, management and human resources services, broker-dealer and investment banking services, legal and expert services unrelated to the audit, and "any other service that the Board determines, by regulation, is impermissible"). The prohibited services were viewed as representing serious conflicts of interests under principles providing that an auditor should not "audit its own work," "function as part of the management or as an employee of the audit company," "act as an advocate of the audit client," or "be the promoter of the audit client's stock or other financial interest." 148 CONG. REC. S6327, 6332 (daily ed. July 8, 2002 (2003) (suggesting that the Act deals with very specific problems rather than "systemic infirmities" and does not go much beyond the auditor independence standards already established by the SEC under former chair Arthur Levitt, but considering that it may focus attention appropriately on the importance of the monitoring function); Jennings, supra note 18, at 255 (calling SarbanesOxley a "codification of moral standards for businesses, while providing the teeth for ensuring that those morals are understood and followed"); Michael A. Perino, Enron 's Legislative Aftermath: Some Reflections on the Deterrence Aspects of the Sarbanes-Oxley Act of 2002, 76 ST. JOHN'S L. REv. 671, 672-74, 680 (2002) (calling the law "disorganized," with criminal provisions that "represent little more than political grandstanding" yet judging that the law, if read broadly, could result in "significant extensions of obstruction law"). Neither the Act nor the final rules changed the general standard for independence that considers an auditor independent only if "capable of exercising objective and impartial judgment on all issues encompassed within the accountant's [Winter
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problem-corporate tax shelters. 35 Although tax practitioners, academics and government officials may not agree on a specific definition of an abusive corporate tax shelter, there is consensus that abusive transactions are undertaken for purposes that are not germane to a taxpayer's business in order to reduce taxes on unrelated income. 36 In a rule-based system, there is significant opportunity for transaction design around the rules. 37 Aggressive tax-avoidance transactions purport to comply with tax laws by [are] in the business of generating a product to reduce taxes, and the product is generated before there is a business transaction" where "you start with a tax gimmick, and then try to add a qualifying business purpose and economic substance").
37. There is considerable commentary on the differences between rule-based and standard-based systems, especially in the accounting literature. See, e.g., Bratton, supra note 34 (considering whether rules-based accounting created problems that led to Enron, compared to a standards-based accounting system); SEC OFFICE OF applying mechanistic, literal interpretations to innovative structures but operate to circumvent the purposes of the tax laws to achieve particular tax benefits. 38 The arrangements often purport to duplicate an allowable deduction or generate an artificial tax loss that does not correspond to an economic loss. 39 Offsetting gains are generally allocated to a tax-indifferent accommodation party that is paid a fee for participating in the transaction. 40 In most cases, a reasonable businessperson would refuse to enter into 38. See, e.g., Rev. Rul. 99-14, 1999-1 C.B. 835 (describing a lease-in, lease-out tax shelter, in which a publicly traded domestic corporation made an $89 million upfront lease payment to lease a foreign property that was immediately subleased back to the foreign lessor; the taxpayer was at no economic risk because of the offsetting leaseback and benefited from lease payment deductions over the first six years of the arrangement, as well as interest deductions, all at the nominal cost of supplying a minority portion of a required prepayment amount from the taxpayer's own funds; the majority of the prepayment amount was funded with nonrecourse debt). A recent study of Enron condemns the spreading "ethic of technical compliance," which it views as originating in the tax area where structuring solely to reduce taxes has come to be seen as . Accommodation parties such as foreign banks or tax-exempt pension funds often receive fee payments for participating in a shelter transaction in a role that is necessary to achieve the purported tax benefits. The FLIP/OPIS shelter sold by KPMG used foreign banks as accommodation parties in a transaction where shares owned by a foreign bank were redeemed, purportedly resulting in basis shifting from those shares to the taxpayer's interest in the same corporation. See Joseph J. The following Subparts examine corporate tax shelters to the extent necessary to identify issues relevant to reporting company audits. Subpart A summarizes evidence on the scope of the corporate tax shelter problem and briefly reviews some specific transactions to illustrate the players involved and the way such transactions develop. Subpart B considers the similar economic and market distortions resulting from abusive tax shelters and accounting malfeasance.
A. Evidence of Corporate Tax Shelter Activity
With the surge in new derivative financial instruments 42 43. This followed an earlier period in the 1970s and 1980s when tax shelters were marketed primarily to wealthy individuals. Those early shelters often involved partnerships that purchased an actual asset (farmland, racehorses, movie productions) at inflated prices using non-recourse debt, in order to generate artificial tax losses from high interest and depreciation deductions for partners with only nominal economic investments in the enterprise. Others attributed losses to taxpayers from passive activities (such as leases) to offset unrelated operating income from active businesses. Congress responded with the at-risk rules of I.R.C. § 465 (2000) (limiting losses to economic investments at risk) and the passive activity loss rules of I.R.C. § 469 (2000) (requiring a taxpayer to track active and passive activity income and losses on separate schedules and restricting use of passive losses). 2000 , at Al (reporting that the shelter business changed when promoters "could create business deals that existed only on paper and could wipe out enormous tax bills" for "a cut of the savings"); Beck, supra note received "cold calls" from investment banks, accounting and law firms: news about a company's significant taxable transaction was an opportunity to offer a gain-sheltering artificial loss generator. 45 Auditors, with deep knowledge of their clients' financial condition and of transactions that would materially affect their balance sheets, were in an especially advantageous position to use their tax expertise to offer tax services, including sales of existing proprietary transactions or development of customized structures, to eliminate tax gains. 46 Although confidentiality of business deals and tax returns makes it impossible to verify the extent of revenue loss from abusive tax shelters, 4 7 most commentators believe that significant reductions in effective tax rates, and the growing "credibility gap" between accounting income and taxable income over the last decade, 4 [Winter 1999 study of abusive corporate tax shelters, the staff of the Joint Committee on Taxation concluded that "the use of corporate tax shelters has grown significantly in recent years." 50 Because the largest corporations are disproportionately public companies, they are the most likely culprits in the tax shelter game. 5 1 Treasury has reported "anecdotal evidence" that abusive corporate tax shelters reduce federal tax revenues by $10 billion annually, at a minimum. 52 Treasury's estimate of the cost of corporate tax shelters may be overly conservative, if any conclusions can be drawn from the decline in corporate income tax payments and effective tax rates. Corporate income tax revenues declined significantly over the last half-century as a proportion of the gross domestic product, from 4.18% in 1949 to barely more than 1.50% today, a 64% decline. 53 Robert S. Mclntrye and T.D. Coo Nguyen report that corporations have shouldered a declining share of the income tax burden in the last decade, from around 21% of total taxes paid in 1994 to 17% in 2000, based on reviews of income tax records of 250 public companies. 54 The most recent statistics for fiscal year 2002 show that the share of federal taxes paid by corporations has declined further to 10.5%. 5 5 (asserting that a "sophisticated," "complex" and "aggressive" market for shelters "is growing at a breakneck speed"); TREASURY STUDY Although the maximum statutory tax rate on corporate income for the largest U.S. public corporations is 35%,56 many of those corporations have a substantially lower effective tax rate. They pay little or no taxes to the federal government, in spite of reporting healthy pre-tax profits in their financial statements. 57 The McIntyre-Nguyen study found an overall effective corporate tax rate on the 250 largest public corporations of only 20.1 % in 1998, with many companies in the "zero-or-less tax club." '58 Other studies point to dramatic declines in the effective tax rate of particular public corporations over the last five years. 59 The remainder of this Subpart focuses on the role of accounting firms in tax shelters. Section 1 overviews tax aspects of the Enron/Arthur Andersen debacle. Section 2 considers generally the role of accounting firms in tax shelters.
Enron and Arthur Andersen Redux: Enron 's Corporate Tax Shelters
With the accounting spotlight on Enron and Arthur Andersen, Enron's tax shelters also captured attention. On (2002) (stating that nonqualified stock option compensation has had a significant effect on corporate tax revenue and book-tax differences, and citing a Bear Steams estimate that the tax benefit from stock options for the seven largest NASDAQ 100 corporations may exceed 10% of cash flow). These explicit tax expenditures do not account for a considerable portion of the decline in corporate profits, however. See generally DESAI, supra note 49 (concluding that increased compensation deductions from stock options have played a role in declining corporate taxes, but cannot account for a considerable portion of the decline). [Winter
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presented to the Senate Finance Committee a detailed report of its investigation of Enron's federal tax and compensation issues. 60 The JCT Report identified twelve complex tax-motivated transactions with which Enron reduced its tax bills and gained financial accounting benefits from 1995 to 2001. These transactions were "espoused by outside counsel and monitored by outside accountants." 6 1 In most cases, there was no independent assessment of the transactions, but rather an "incestuous relationship" between outside advisers and Enron. 62 Over the six years from 1995 to 2001, Enron increased its reported earnings by $651 million while saving $257 million in federal income taxes, for fees of approximately $88 million to advisers and promoters. 63 The lack of a business purpose in most (if not all) of these transactions is striking. The Joint Committee on Taxation staff concluded that Enron's tax-motivated transactions had no business purpose other than the circular one of producing financial accounting revenue by reducing tax liabilities. 64 The Enron bankruptcy examiner agreed:
The Tax Transactions had no business purpose other than to increase reported earnings .... Enron frequently acquired assets that it did not need and that were not part of its business operations, such as airplane leases and interests in mortgage loans, to take advantage of the application of GAAP [generally accepted accounting principles] for accounting for income taxes in combination with GAAP governing business acquisitions.
65
In many of the deals, the tax opinion from the purportedly independent tax adviser explicitly indicated that the business purpose for the transaction, necessary for the intended tax benefits, was the creation of financial accounting revenues. 63. JCT REPORT, supra note 39, at 9. The bankruptcy examiner's report, based on slightly different data, puts the fees for tax transaction assistance to promoters and third party advisers at $73 million. ENRON BANKRUPTCY REPORT, supra note 16, at 88 n. 170.
64. JCT REPORT, supra note 39, at 8 (stating that "[a]t their core, Enron's structured transactions were designed to permit Enron to take the position that its long-term tax benefits could be converted to current or short-term financial statement net income. In most of the structured transactions discussed in this Report, the origin of the financial accounting benefits was the reduction in Federal income tax that the transaction was anticipated to provide either currently or in the future."). business center. 67 The tax department's ability to work with a small coterie of accountants, lawyers and bankers to structure transactions that purported to comply with tax requirements became central to Enron's goals of simultaneously achieving tax savings and enhancing current financial statement revenues. 6 8 The front-loaded accounting benefits from the longer-term tax transactions translated into a boost in current profits. 69 That is, "[t]ransactions designed to duplicate losses (i.e., deduct the same tax loss twice) would be recorded on the financial statements as producing income (not loss).
' 70 Enron's corporate tax planning group was apparently quite proud of its ability to increase Enron's reported profits in this way, claiming the department's efforts generated approximately $1 billion in revenues over a five-year period. 7 1 Arthur Andersen's role in Enron's tax planning is illustrative. Arthur Andersen was both promoter and tax opinion provider (as well as external auditor) for Tanya and Valor, two of Enron's earliest tax shelters that used essentially the same contingent liability device.
72 They were designed to generate an artificial duplication of loss as follows: (1) high basis assets and unrelated contingent environmental liabilities would be transferred to an affiliated corporation in exchange for low value, high basis stock; (2) the stock would be sold to selected Enron employees to generate a capital loss; (3) later, the stock would be repurchased (at a tidy payoff to accommodating employees); and (4) Enron would benefit from a duplicate deduction of the loss from step (2) as payments were made on the contingent liabilities. When Tanya was implemented, it was discovered that Enron did not have appropriate environmental liabilities. Enron instead transferred a 67. See JCT REPORT, supra note 39, at 8 (noting that "[als Enron's management came to realize that taxmotivated transactions could generate financial accounting benefits, Enron looked to its tax department to devise large transactions that would increase its financial accounting income").
68. Id. at 8. 69. Id. at 9. The bankruptcy examiner provides a concise description of the way "artificial transactions" can create tax deductions in future years that generate financial accounting income in current periods. See ENRON BANKRUPTCY REPORT, supra note 16, at 88-90. The mechanism is the recording of deferred tax assets or liabilities which take into account the estimated future tax effect attributable to timing differences between GAAP and taxable income or deductions. 
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portion of its pension liabilities and sold the new stock to a small number of its human resources employees. That change, also used in Valor, created a post hoc colorable business purpose, in that Enron claimed to undertake the loss-producing transaction to provide an incentive to some human resource personnel to work harder overseeing pension assets.
73
These two early Andersen-designed shelters are only illustrative of the types of activities in which Enron engaged. 74 Although Arthur Andersen did not design and promote all of Enron's tax-motivated transactions, it approved the accounting and thus indirectly certified the purported tax benefits claimed. The firm benefited handsomely from its tax work for Enron: its audit, consulting and tax work earned fees of $46.8 million for fiscal year 1999, $58 million for fiscal year 2000, and more than $50 million for fiscal year 2001. 75 Not surprisingly, the Joint Committee of Taxation staff report reveals a pattern of going along with those at Enron who pushed the limits of accounting and tax rules in order to achieve announced revenue targets. 76 The bankruptcy examiner also registered his strong disagreement with Enron's "egregious" "manipulation" 77 and "aggressive interpretations" of tax rules. 78 
Other Auditors' Tax Shelter Transactions
Major accounting firms other than Arthur Andersen have been increasingly involved in designing and promoting shelter transactions for wealthy individual and corporate clients, including audited companies and their managers and directors. 79 Accounting
73.
See JCT REPORT, supra note 39, at 118-23 (describing project Tanya). The idea that a corporation would intentionally lose millions of dollars in a transaction designed primarily to inspire a few of its employees merely to perform their jobs of ensuring that pension assets not lose money is, of course, ludicrous on its face.
74. Even more inventive were Enron's REMIC shelters, where phantom income was directed to foreign shareholders while the deferred tax benefit from the loss on REMIC residuals was recast as a current accounting gain. See JCT REPORT, supra note 39, at B182-B198, B214-B242 (Enron documents from Bankers Trust and Arthur Andersen describing REMIC residual transaction). See also Lee A. Sheppard . 15, 2003) ).
77. ENRON BANKRUPTCY REPORT, supra note 16, at 88. In one basis step-up transaction described by the examiner, "Enron recorded an aggregate increase in after-tax net income of $460 million.., even though it did not deduct a single dollar of increased depreciation from any of the designated assets." Id. at 92.
78. Id. at 93. These transactions were so aggressive that the head of the tax department said that "the word on the street was if Enron wasn't interested, no one would be and you might as well throw it in the can." Id. at 93 n. 182 (quoting Robert J. Hermann, former Vice-President, Tax, Enron Corp., in an Aug. firms now commonly offer sophisticated transactional tax planning traditionally reserved to legal firms, an expansion of scope that increased when accounting firms began hiring experienced tax lawyers. 80 The expansion into multidisciplinary tax practice went hand in hand with aggressive marketing techniques that often reaped unusually large fees through "value pricing." 8 1 Deloitte established a sales group, known informally as the Predator group, to offer tax ideas to wealthy clients. 82 81. See, e.g., Johnston, supra note 44 (noting that shelters took off after accountants began charging for tax services by setting their fees as a percentage of taxes saved or, more widely accepted, by "value pricing" the services based "on how much a client would be willing to pay to save a lot more on taxes").
82 84. Id. (quoting Donald M. Griswold as stating that the push to sell "became a monster that needed to be fed").
85. See Jacoboni Complaint, supra note 40 (describing the foreign leveraged investment program and offshore portfolio investment strategy known as "FLIP" and OPIS"). The transaction required the tax shelter participant to purchase shares in an accommodation party and shares in a foreign corporation. The accommodation party also owned shares in the foreign corporation. Promoters claimed that the accommodation party's redemption of its shares in the foreign corporation should be treated as a dividend, basis in those shares should shift to the participant under section 302, and the participant should have a capital loss on its sale of the foreign corporation's shares. 96. The COBRA (currency options bring reward alternatives) strategy created an artificial loss to offset an unrelated capital gain through simultaneous purchases and sales of offsetting long and short currency options with the payment of a small net premium for the long options, transfers of the options and other securities held questions have been raised about KPMG's tax advice to HealthSouth, which faked profits of at least $1.4 billion. 97 Ernst & Young also garnered attention in early 2003 when its sale of compensatory option tax shelters to Sprint's CEO and president resulted in the two executives' dismissal. 98 The proprietary tax shelters purported to translate compensation income into capital gain using a contingent deferred payment swap. The shelters then eliminated the capital gain by manipulating a tiered partnership structure's sales of offsetting currency option gain and loss positions to produce an artificial loss. 99 Informed of an IRS release that challenged similar option transactions, the Sprint board of directors declined to reverse the options. [Winter consequent disclosure of Sprint's requirement that its executives use its auditor for personal tax planning led to shareholder lawsuits against Sprint, the two executives, and Ernst. The Sprint case demonstrates the importance of such consulting fees to auditors. Ernst earned more than $65 million from Sprint in consulting and audit fees in 2000 (when the option shelters were initiated), with regular audit fees accounting for only $2.5 million of the total. 10 2 Accounting firms also developed stock compensation tax shelter strategies for the executives' corporations. These strategies could be marketed to corporations granting compensatory options at the same time that the firms marketed a compensatory option strategy to corporate executives. The corporate shelter purported to create an artificial capital loss that duplicated the compensation deduction.
103
B. Harms Caused
Corporate, and corporate executive, participation in abusive tax shelter transactions can result in significant economic costs and market distortions. If a transaction is discovered on audit, companies will likely spend considerable sums for legal and accounting assistance in defending the strategy. At some point, a decision will have to be made to settle or contest the assessed tax liability.
10 4 Settlement may entail interest and penalties in addition to taxes. 10 5 Although small settlements are not likely to lead to further financial problems, a substantial tax claim and related interest and penalties could impact liquidity and debt servicing costs. Payment of tax liabilities can lead to earnings restatements, compounding the problem. The parent corporation in a parent-subsidiary group contributes its stock to a subsidiary. The subsidiary then uses the stock to fund the parent corporation's employee pension obligations. Promoters claimed that the parent corporation should treat the transfer of parent stock by the subsidiary as a capital contribution to the parent. If that were the appropriate characterization, the parent corporation's basis in the subsidiary stock would exceed the stock's value, permitting the parent to claim a loss on sale on the stock. The correct characterization of the payment of the parent's pension obligation by the subsidiary is as a distribution by the subsidiary that reduces the parent's basis in the subsidiary stock.
Id.
104 
Aggressive corporations, like Enron, may allocate increasingly larger and more significant portions of their management, personnel, systems, and other resources to developing and continuing aggressive tax transactions that have no social value. Taxmotivated transactions may grow so large that they displace some part of a company's traditional operating business. A corporate culture that condones participation in tax shelters may lead to a company-wide decline in standards, whether in respect of accounting irregularities that tend to enhance manager compensation or cost cutting undertaken merely to demonstrate that a manager is taking control. That is, abusive tax transactions carry both a carrot-increased after-tax corporate income-and a stickdecreased efficiency because of loss of internal controls. The economic and other costs to the United States of abusive tax transactions are also significant. 110 The ability of large corporations to make use of tax shelters undermines the voluntary compliance at the center of our tax system. 111 The loss of corporate tax revenues increases regressivity through greater reliance on payroll and other taxes collected through withholding at the source. 1
12
IV. CAUSATIVE FACTORS
This Part compares tax compliance problems to the accounting scandals and concludes that they stem from similar underlying causes. Underenforcement creates the opportunity; earnings targets create the demand. Those factors combine with lucrative fees to create a burgeoning tax shelter industry with auditors (and lawyers) at the center. [Winter
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Like accounting malfeasance, shelter proliferation results from an increased willingness of gatekeepers-in particular, the major accounting firms-to create and structure potentially abusive tax-saving strategies that boost corporate earnings. 113 Although tax planning is a legitimate activity, within bounds, major accounting firms have promoted tax-avoidance schemes that have no genuine economic connection to the taxpayer's business. The strategies purport to succeed by depending on a mechanistic interpretation that does not comport with the underlying purpose of the applicable tax provision.
114
Auditors should be "watchdogs" that expose the tax risk associated with these aggressive transactions to the corporate boards, shareholders and potential investors through their determinations of tax accruals and explanatory footnotes. Instead, they have been instrumental in pursuing their share of the high fees to be earned from helping clients to circumvent the tax rules.
A. Underenforcement
Like the SEC, the IRS has been underfunded and understaffed for some time. Its discovery methods, enforcement and sanctions have not kept pace with abusive tax transactions. 115 The IRS has low audit rates, outgunned personnel, and limited resources for carrying cases through appellate litigation. 116 In spite of a renewed commitment to target corporate tax shelters for litigation, the IRS initiated fewer tax investigations in 2002 than in prior years-a decline of 37 percent from 1992.117 At the same time, [T]he ad hoc approach of past years, in which Congress or the Administration took action to close specific shelters as they came to our attention, was simply not working. We were outgunned and outmanned by tax shelter merchants. We were told that for each shelter we took action against, ten more were escaping without our notice. The situation was, and is, just like that of the mythical Hydra, except recast in the context of modem corporate finance. We were losing the battle for the integrity of our system of corporate taxation, and preservation of the corporate tax base. 
B. Tax Departments as Business Centers
Large corporations have developed corporate cultures that exert enormous demands on executives to achieve revenue targets. 120 As in accounting scandals, the increasingly common tendency of corporate managers to view internal finance and tax departments as just another means of meeting those targets fuels tax shelter growth.
12 1 A corporate climate that applauds the use of corporate resources to pursue extraneous financial transactions that circumvent tax rules pressures tax professionals to "go along to get along." When managers face pressures to keep revenues and stock values inordinately high, fissures in ethics are bound to develop.
122 Corporate tax departments are pushed to work more cooperatively with senior management to synchronize their results with operational targets, tune out ethical concerns and lean toward decisions that favor the bottom line.
12 3 This profit-center role means they cannot act as a brake on the inherent tendency of the corporate enterprise to paint rosy pictures for the constituents who care most about profits-directors, shareholders and potential investors. Indeed, Enron's tax department saw itself as a team player in the profit-making game. 124 As Joint Committee were on the expansion track and simply did not want to hear certain warnings."').
121. See, e.g., JCT PENALTY STUDY, supra note 35, at 222 (noting anecdotal evidence that corporate tax departments are evaluated based on tax savings achieved).
122. Jeffrey Madrick discussed these pressures in an interview with Michael C. Jensen, emeritus professor at Harvard. According to Jensen:
What we learned from the 1990s ... is that when a company's stock is overvalued it sets in motion a set of organizational pressures that can destroy rather than create shareholder value. Honest managers were so swept up by the need to produce rising profits just to keep their jobs, and their small fortunes, that they stepped over the line. 124. See supra notes 39, 71 and accompanying text. See also ENRON TESTIMONY, supra note 62, at 7, 9 (stating that Enron's tax department became "a profit center for the company").
[Winter on Taxation Chief of Staff Lindy Paull warned in presenting the staff's report on Enron's tax returns, government watchdogs are no match for these new corporate tax profit centers. 125 
C. Conflicted Auditors
During the late 1980s and 1990s, consulting, much of it involving the design and implementation of aggressive tax transactions, became a substantial moneymaker for accounting firms.
126 Accenture, the Arthur Andersen consulting arm that was separated from Andersen shortly before Andersen disintegrated, provided cross-over revenues to support Andersen's audit business for several years before the spin-off. 127 Auditors continue to earn lucrative fees from tax consulting for their audit and non-audit clients, even after the Sarbanes-Oxley focus on potential conflicts in those services. 1 28 Tax shelter consulting with "value pricing" creates conflicts of interest that place considerable pressure on audit standards. The determination of accruals for contingent tax liabilities is an important part of the auditor's certification of the financial statement. 127. See FINAL ACCOUNTING, supra note 25, at 87-88. After the spin-off of Accenture, tax services continued to buttress the revenues of the firm. Id. at 98 (noting that Andersen retained "a plateauing audit business, a small tax business, and a fast-growing but still relatively small consulting business"). See also Jennings, supra note 18, at 214-18 (reporting that Andersen received $25 million for its audit work for Enron compared to $27 million for tax and other consulting services for Enron). 129. The Arthur Young Court described this role as follows:
An important aspect of the auditor's function is to evaluate the adequacy and reasonableness of the corporation's reserve account for contingent tax liabilities. This reserve account, known as the tax accrual account, the noncurrent tax account, or the tax pool, represents the amount set aside by the corporation to cover adjustments and additions to the corporation's actual tax liability. Additional corporate tax liability may arise from a wide variety of transactions. The presence of a reserve account for such contingent tax liabilities reflects the corporation's awareness of, and preparedness for, the possibility of an assessment of additional taxes. United States v. Arthur Young, 104 S. Ct. 1495, 84-1 USTC 9305, affg, rev'g and remanding 82-1 USTC 9320 (2d Cir.) (footnote omitted). not book a contingency if the tax position of non-liability claimed in the transaction is considered "probable."' 130 If an opinion that a tax position is probable is provided, or arranged to be provided, by an audit firm in connection with its own tax services, it will have no incentive to raise doubts about the efficacy of the strategy or to require reserves to cover a contingent tax liability. Indeed, it is likely that the strategy's risk will receive no further analysis-either because the firm's core tax experts perform both the audit and consulting work, or because the firm's tax consultants would not tolerate a disclaimer of their work by their auditor colleagues. Although the circumstances are slightly different, a similar conflict of interest between client and auditor exists when an auditor that markets tax shelters reviews tax accruals for a "knock-off' strategy sold to its audit client by other accounting or law firns. 13 1 Even when a tax-motivated transaction is designed by a client's internal tax department, non-audit consulting fees create a disincentive for an auditor to take a more conservative view of tax risk than that taken by the internal audit and tax departments.
Furthermore, the tax rules do not establish standards that adequately discourage aggressive advice. An adviser can recommend a return position to a client so long as the position has "a realistic possibility of being sustained on its merits.' 132 The realistic possibility standard requires only a one-in-three probability of success. 133 ( providing examples of cloning of tax-driven products and discussing the inherent conflict of interest when an auditor that markets such products is required to audit its own or other similar products used by the audited company). . Note that this standard is much less stringent than the standard that applies, under rules for practice before the IRS added in 1984, to an adviser who provides a "tax shelter opinion" for an investment directed to persons other than the client who engaged the practitioner to provide the advice. In such third-party-directed tax shelter opinions, the adviser must state whether the investor is more likely than not to prevail on the merits on each material issue or describe why that opinion cannot be given. See Circular 230, 31 C.F.R. § 10.33(c)(3) (2003) (defining "tax shelter opinion"); id. at § 10.33(a)(4) (requiring "more likely than not" standard for each material item or an explanation why it cannot be given). If possible, an adviser also must evaluate the transaction as a whole to determine whether the overall benefits are "more likely than not" to be realized. Id. at §10.33(a)(4). Circular 230 defines "tax shelter" as:
an investment which has as a significant and intended feature for federal income or excise tax [Winter who does not sign a client's return may even recommend a "nonfrivolous" position, if he advises the taxpayer that the position may be subject to penalty because it lacks substantial authority. 1 34 A position with a mere five-to-ten percent chance of success may be nonfrivolous. 13 5 The problem is made worse when auditors rationalize nondisclosure of aggressive corporate tax transactions under the IRS reporting rules. 136 Former IRS Chief Counsel B. John Williams asserted that the major accounting firms are guilty of "wholesale failures to comply" with tax laws requiring disclosure of corporate tax shelters. 13 7 purposes either of the following attributes: (i) deductions in excess of income from the investment being available in any year to reduce income from other sources in that year, or (ii) credits in excess of the tax attributable to the income from the investment being available in any year to offset taxes on income from other sources in that year. Id. at § 10.33(c) (2) . These older tax shelter rules would not apply to non-audit tax services provided by an auditor for an audit client, except in those cases where the auditor is providing a tax opinion to the audit client to be used in promoting a transaction to other parties. The IRS has proposed to amend these opinion requirements to apply to a broader class of corporate tax shelters, but those amendments have thus far not been Although the AICPA also imposes a realistic possibility standard on accountants who give tax advice, the standard is aspirational (using "should" rather than "must") and permits recommendation of a substandard position if disclosure is recommended. See AICPA, STATEMENT ON STANDARDS FOR TAX SERVICES NO. 1, TAX RETURN POSITIONS, STATEMENTS ON STANDARDS FOR TAX SERVICES NOS. 1-8 (Aug. 2000), available at http://www.aicpa.org (under "taxation") (last visited April 5, 2004) . It is not clear whether ethical standards permit an attorney to recommend positions that do not satisfy the reasonable possibility standard. See Gould, supra note 80, at 536-37 (noting disagreement among lawyers on this issue, as revealed by statements of the ABA special task force and the ABA Tax Section).
135. See JCT PENALTY STUDY, supra note 35, at 159-60 and Table 7 n.l (suggesting a 5-10 % likelihood of success for a nonfrivolous position, based on "a general consensus of scholars and practitioners"). As noted, a taxpayer-client risks a penalty if the position taken on its return is not supported by substantial authority under I.R.C. § 6662(b)(2), which is interpreted to correspond to somewhat less than a 50% likelihood of successperhaps as low as 40%. Id. See also Gould, supra note 80, at 537 (noting IRS interpretation of 45% or higher likelihood of success).
136. 
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D. Inadequate Information About Risky Transactions
Tax shelters are "structured to be impenetrable." 138 This intentional complexity hides shelters from the IRS and prevents many company insiders from understanding details of aggressive tax planning.
139 Personnel in internal tax and audit departments may be aware of a company's participation in aggressive tax transactions, and a company's senior executives (i.e., the CFO and CEO) can generally obtain information about such transactions from their staffs at the degree of detail they require. In many reporting companies, however, managers effectively control tax risk information and may provide nothing more than superficial information and aggregated data to company boards. As a result, directors may be in the dark about tax strategy risks and ill-equipped to make decisions about tax services provided by reporting companies' outside auditors. 140 This lack of transparency results in considerable market distortion as well. In almost no case do investors have the information necessary to judge the tax risks of their investments. When corporations engage in potentially abusive tax transactions that they expect would be challenged if uncovered by the IRS on audit, they do not tout the information in their reports to the SEC or in their annual reports to shareholders. Instead, the descriptive sections of the company's periodic reports to the SEC are likely to provide at best sketchy information that is insufficient to understand how transactions work or to evaluate the purported tax benefits. 14 1 Any material information about risky tax transactions tends to be hidden in aggregate numbers for tax liabilities in the balance sheet and deferred taxes in the income statement: the few details that may be released are likely to be buried in arcane language and aggregate numbers in footnotes to the financial statement. 142 The resulting information asymmetry undercuts the efficient market hypothesis:
143 that is, whenever there is such an asymmetry of information between buyer and seller, the market will be imperfect. 144 As a result, a prudent corporation that insists on engaging in transactions only for reasons germane to its business may be at a competitive disadvantage in the marketplace, while corporations with high tax risks may reap undeserved rewards. The inappropriate reward structure may result in a vicious cycle of companies taking ever more aggressive tax positions to achieve new revenue targets.
The lack of transparency is aggravated whenever there is a conflict of interest between auditor and audit client. Such a conflict was obvious in the Sprint situation, where Sprint was ultimately forced to choose sides between its auditor and its executives.
145 Similar conflicts of interest arise between an auditor and reporting company whenever the IRS questions a transaction devised by the auditor and not disclosed to investors. Although it might be in investors' overall best interest for companies to reveal participation in abusive transactions (so that investors can reduce 142. THE STREET, supra note 31, at 157 (noting that "footnotes are sometimes purposely obfuscatory" because company managers "hide aggressive accounting maneuvers").
143. The efficient market hypothesis assumes that "the price of a stock embodies all available information that is relevant to its current and future earnings prospects. their interest in those companies, if they choose), companies are unlikely to disclose that information for fear that disclosure will bring unwanted IRS attention, or even cause major investor bailouts that drive share prices down for remaining shareholders, such as managers with restricted shares. Some advocates of limited regulation may counter that tax transparency is unnecessary, either because market mechanisms already adjust stock prices for risky tax planning or because investors do not care whether companies engage in aggressive tax avoidance transactions. 14 6 The first claim, that markets adjust themselves, simply does not bear out when there are significant information asymmetries, as in the case of tax risks.
14 7 Investor lack of information prevents market adjustments when a company enters into a risky transaction. Investors can respond only well after the fact, when a company is required to release information in its public reports about a major tax settlement or litigation.
The second claim rests on the view that investors will benefit from any reduction in corporate taxes due to utilization of an aggressive tax shelter because there will be more earnings to pay out to shareholders. This position disregards a number of issues. It is not clear, for example, that the incidence of corporate tax rests on shareholders rather than on consumers, employees, or creditors. 148 To the extent corporate taxes are borne by other constituencies, shareholders would not benefit from tax shelter savings. Furthermore, aggressive transactions may cause significant internal inefficiencies, as corporate tax departments focus their energies on the search for cutting-edge shelter transactions. These inefficiencies may significantly reduce operating profits and stock prices. Research Conference on Corporate Governance). The authors suggest that the sheer complexity of Tyco's tax planning strategies (including incorporation in a tax haven country and manipulation of profit sources through intercompany loans) permitted its CEO and CFO to divert funds for personal use. Id. at 9 (noting that the balance sheet item for accrued federal income taxes was used to conceal $41 million in bonus payments to executives).
[Winter gains from tax shelters may be deceptive. At the time a company engages in a tax shelter, it may appear to reap a benefit, in terms of better cashflows and higher returns on equity, especially if it treats the transaction as significantly less risky than merited in its financial reporting and fails to reserve for a contingent tax liability. 150 Once such a transaction is discovered and a tax deficiency assessed against the company, however, costs include not only the hourly fees of highly paid accountants and lawyers who represent the company before the IRS and the courts, but also the drain on high-level company personnel who may spend months or years supporting the defense through settlement, trial, or even appellate litigation. Even if the company ultimately wins its suit, these costs may be significant in comparison to the tax savings. A further cost is the reputational harm to the company once the problem becomes public. Even in a climate that has become more accepting of greed as a prime motivating factor, companies that are perceived to shirk their responsibilities to pay taxes through elaborate scams may lose investor and, perhaps even more importantly, consumer confidence.
15 1 One would expect this to be especially true in the aftermath of the public outrage over the Enron, HealthSouth, Sprint and other tax and accounting scandals. Tax compliance responsibility may thus become a more visible issue in tandem with corporate social responsibility.
V. REGULATORY RESPONSES TO THE TAX SHELTER PROBLEM
This Part considers the regulatory response to aggressive tax planning. Subpart A briefly reviews the progress that the IRS has made in addressing tax shelters. Subpart B summarizes the treatment of auditor-provided tax services under Sarbanes-Oxley. 150 . This seems more likely, of course, when the company's audit firm is also the tax shelter promoter. If the promoter has assured the company of a significant likelihood of winning on the merits if the shelter is challenged, it is unlikely to argue for treating the contingent tax liability as material.
151. The data on this is difficult to come by. The fact that a significant portion of the shareholders of Stanley Works voiced disagreement with its original decision to invert to an offshore company is one indication of investor concern. David L. 
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A. Tax Shelter Legislation and Regulations
Congress historically responded to tax shelters with targeted provisions that explicitly disallowed a particular type of abusive transaction. 153 Particularized responses, however, add additional layers of complexity to an already complex Code. 154 Furthermore, whenever a specific transaction is prohibited by legislation, tax practitioners at even the most highly regarded law, accounting, and consulting firms revel in their ability to develop replacement transactions that appear to adhere to the new, literal requirements of the Code. 155 At various times over the last decade, Congress has also considered codification of the economic substance test, a general anti-abuse judicial doctrine that may disallow transactions that appear to comply with technical tax provisions.1 5 6 The Senate included 157 but that provision, along with various penalty enhancements, was not enacted into law. 158 Perhaps the most successful recent approach has been development of broad disclosure requirements. 159 In the Taxpayer Relief Act of 1997,160 Congress extended an earlier, narrow shelter registration requirement to apply to corporate tax shelters. A shelter, defined as "any entity, plan, arrangement, or transaction" that has "a significant purpose" to avoid corporate taxation, must be registered if offered confidentially for fees aggregating more than $100,000.161 Registration was intended to provide early information to Treasury, so that it could address potentially abusive transactions marketed under confidentiality agreements before they spread to a large cadre of corporate participants. It was also hoped that distaste for registration would serve as a disincentive to deter corporations from entering into registration-required transactions. 162 In conjunction with the registration requirement, the 1997 act also provided that the twenty percent substantial understatement penalty would apply to tax shelters that have "a significant purpose" of tax avoidance or evasion. 1
transaction" must report the transaction to the IRS in connection with the filing of the taxpayer's return. 166 The regulations designate six categories of reportable transactions that have a potential for tax avoidance, described generally as follows: transactions identified by notice or other guidance as a tax avoidance transaction ("listed transactions"); confidentially marketed transactions; contractually-protected-fee transactions; certain loss transactions; transactions with book-tax differences exceeding $10 million; and tax credit transactions in respect of assets having short holding periods. 167 The regulations exempt certain ordinary course-of-business transactions that would otherwise come within one of the six categories, 1 68 and revenue procedures list types of losses and book-tax differences for which reporting is not required.
1 69 The use of revenue procedures permits greater flexibility in changing the exceptions as experience demands. 170 In the few years since the promulgation of the proposed regulations, the Service has used its notice authority effectively to identify and shut down a number of listed transactions. 170. One cannot but expect that resourceful practitioners will focus on the exempted types of losses and book-tax transactions for potential mechanisms to generate new types of tax shelters that will remain hidden from IRS scrutiny. Because these exceptions are not set out in the regulations, however, the IRS can alter the exemptions without going through the long process required for regulations and thus respond fairly rapidly upon discovery of such developments. 
2
The regulations provide that any listed transaction and any shelter that is required to be registered will automatically be considered a potentially abusive tax shelter. The investor list maintenance requirement also applies to any transaction that an advisor reasonably expects may become a reportable transaction under the regulations.
173
The registration and listing requirements and reportable transaction designation are not perfect solutions. At least some transactions that should be allowed for tax purposes will be required to be registered, listed or reported, increasing transactions costs. Some taxpayers and advisers likely will resist reporting a transaction on a gamble that it will not be discovered on audit or through review of a promoter's other clients' tax thresholds could lead promoters and advisers to rationalize non-reporting based on treating a particular shelter as though it were comprised of several smaller transactions that did not reach the threshold limits. The many exemptions for loss transactions may be substantially overbroad in exempting financial transactions that create circular cash flows and artificial losses under the guise of ordinary business hedging, currency or other transactions. Similarly, the exemption of large classes of book-tax differences may make it harder for IRS agents to determine whether disclosure requirements have been satisfied, unless the book-tax reconciliation schedule is revised. 17 7 Shelter promoters may noneconomic loss will be challenged under the partnership anti-abuse rule, the step-transaction, economic substance, business purpose and substance-over-form doctrines). This is the "PICO" transaction that formed part of the compensatory stock option shelter marketed 174. KPMG explicitly decided not to register its tax shelter transactions. See KPMG REPORT, supra note 92, at 13-14 (indicating that a senior KPMG tax professional explicitly advocated ignoring registration requirements and "coldly calculated" that penalties for one shelter would be insignificant in comparison to fees earned).
175. United States v. KPMG LLP, 237 F. Supp. 2d 35 (D.D.C. 2002 ). KPMG's response to the IRS's pursuit of information in connection with its promotion of the FLIP/OPIS shelter strategy, supra note 86 and accompanying text, is illustrative of the difficulty in overcoming audit firms' and other shelter promoters' views that they are merely applying the technical rules for the benefit of their clients. As to the Jacoboni FLIP/OPIS Shelter, KPMG claimed that it was neither a shelter "promoter" within the meaning of I.R.C. § 6111 (d)(2), nor an organizer or promoter of "potentially abusive tax shelters" within the meaning of I.R.C. § 6112(a), and that it did not offer advice that satisfied the shelter definition in I.R.C. § 6112(b). See Jacoboni Complaint, supra note 40, at 31.
176. See Sheryl Stratton, supra note 137 (reporting settlement and concern that firm got off too lightly). also integrate shelter transactions into larger non-shelter transactions in such a way that the promoter or participant is persuaded that the arrangement can only be viewed as an integrated whole as to which disclosure is not necessary. Ferreting out potential ambiguities in the reporting rules may also convince those who structure or participate in a particular transaction that it is not reportable. 1 78 The IRS' lack of detailed, segregated data for each individual return may provide an incentive for such direct evasion of the reporting obligation: most return information is aggregated so that it is extremely difficult to identify abusive transactions and trace purported tax benefits reported to a particular abusive transaction.
See Lillian Mills
179 Shelter techniques not captured by the current triggers or lists of reportable transactions would also avoid disclosure without any risk of penalties for failure to disclose. Unethical tax advisers may simply delay formalizing their advice until after clients' returns are filed, to claim applicability of an exception to reporting for postreturn advice.
180
Although these lingering concerns suggest that the corporate tax shelter regulations will not wholly eliminate reporting problems, the regulations provide a workable mechanism that permits the government to identify the most egregious corporate tax shelters for enforcement purposes. Peaslee's comments also expressed concerns about the ambiguities of the broader contractual indemnities triggered in the proposed regulations, noting that many customized indemnities might make transactions that are "obviously not tax shelters" subject to reporting. Id. On the other hand, the IRS's decision to adopt a very narrow contractual protection trigger that looks only to promoter fees may well cause it to miss customized shelter transactions that are developed on a negotiated basis with advisers, such as investment banks, and protected by extensively negotiated tax indemnity agreements or insurance.
179. "Unlike the reams of information collected by the SEC, the IRS gets scant data in a tax return. McMahon, supra note 39, at 1722 (noting that "the efforts of the IRS to combat this new wave of tax shelters through a program based on mandatory disclosure of certain transactions, coupled with settlements without penalties for certain voluntary disclosures, do not appear to be working overwhelmingly well" and that "tax shelters are continuing to proliferate").
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B. The Sarbanes-Oxley Auditor Independence Rules
The enactment of Sarbanes-Oxley provided an opportunity for Congress and the SEC to consider the impact of tax risks on corporate governance, at least in the context of auditor provision of non-audit tax services. While there was some Congressional discussion of the potential conflicts of interest when auditors provide tax shelter planning, 182 Sarbanes-Oxley as passed does not explicitly list non-audit tax services among the prohibited categories. In fact, it generally permits an audit firm to provide non-audit tax services other than those that fall within the prohibited categories of services, if pre-approved by the company's audit committee.
183
The SEC proposing and adopting releases for the auditor independence rules were ambivalent about the extent to which non-audit tax services may compromise independence. On the one hand, the proposing release suggested that particular tax services, especially tax shelter strategies, should be evaluated in light of the principles elaborated in the legislative history. 184 On the other hand, the adopting release justified 183. Sarbanes-Oxley, supra note 2, § 201(g) (banning eight non-audit services and authorizing the PCAOB to ban others by regulation); Sarbanes-Oxley, supra note 2, § 201(h) (providing that audit firms could "engage in any non-audit service, including tax services, that is not described in any of paragraphs (1) through (9) permitting auditor tax consulting because of "detailed tax laws" and IRS audits:
185 the uneasy implication is that IRS enforcement provides some kind of safeguard against auditor conflicts of interest. 186 The adopting release specifically exempted transfer pricing studies, cost segregation studies and other tax valuations from the banned valuation services. 187 It took a narrow view of advocacy that draws a line that is difficult to justify, permitting audit firms to represent audited companies in administrative proceedings but not in court. 1 88 Rather than promulgate an outright prohibition on auditor participation in planning and implementation of tax shelters, the adopting release merely
cautions that an audit committee should "nonetheless" "scrutinize carefully" any decision to retain the company's auditor for tax avoidance transactions recommended by the auditor that may have no business purpose.
189
mean that the service may not be within one of the categories of prohibited services or may not result in an impairment of independence under Rule 2-01(b)," and suggesting that the audit committee should be guided in its determination by the "basic principles which cause an auditor to lack independence with respect to an audit client"). Auditors responded to this statement by lobbying vigorously against any restrictions on non-audit tax services, on the grounds that consulting contracts did not result in compromises of auditing standards but restrictions on non-audit services, especially tax planning, would result in loss of top talent and inferior audits.
See, e.g., Beale, Developments, supra note 34, at 10 (discussing audit firm comments on the proposing release); THE STREET, supra note 31, at 129-30 (discussing rationales for not restricting non-auditor services 186. Reliance on IRS enforcement of the tax laws to counter the auditor independence problems of auditor provision of non-audit tax services is misguided. IRS enforcement of the tax laws cannot ensure that auditors who provide non-audit tax services will not have conflicts of interest when they audit their own tax work for financial statement certification, advocate for their audit clients in administrative proceedings, or promote the audited company's interest (rather than the public's) by assisting in structuring and implementing risky tax shelters. The fact that there are tax rules and audits to attempt to expose those who do not follow the rules is irrelevant to the conflict of interest question.
187. FINAL RULES, supra note 185, at 14, 22. This statement could be viewed as undercutting the reforms contemplated by the Act, since such services were permitted under express exemptions in the earlier Levitt rules that were not retained in the Act.
188. Id. at 22. Some have suggested, however, that the ban on auditor provision of expert services might be read to encompass auditor representation of an audit client in a tax proceeding. See Goodman, supra note 183, at 706 (suggesting that administrative proceedings may involve expert services for the purpose of advocating a client's interest and thus remain "an area of controversy").
189. FINAL RULES, supra note 185, at 22. In approving the final rules, " [t] he Commissioners indicated that they were trying to get at tax plans, strategies, or products that were not related to the day-to-day business of the issuer, but rather those that 'just showed up at the door"' "where the accounting firm is acting as a salesperson. 
Putting SEC Heat on Audit Firms
The problems resulting from the lack of tax risk information are exacerbated in an environment where investment banks and their sophisticated legal advisers, on the one hand, and audit firms with their increasingly multidisciplinary practices, on the other, are able to serve as "one-stop shopping centers" that devise and implement strategies that manipulate the tax laws. This practice increasingly leaves reporting companies at risk of tax liabilities, interest and penalties for which the financial statement includes no reserve. Without greater transparency, auditors can take advantage of their position as trusted advisers with insider knowledge of audit clients' extraordinary transactions to promote risky shelters. In the absence of a clearer guideline from the SEC, audit committees will likely find it difficult to disapprove such advice merely because they are urged to give careful scrutiny to transactions that lack business purposes. Even if the cautionary note in the adopting release persuades some audit committees to be wary of approving audit firms' provision of tax shelter planning, the release provides little guidance to audit committees to help them in that scrutiny, other than emphasizing the need for a business purpose for tax planning transactions. Prior to the adoption of the final auditor independence rules, concerned academics urged the SEC to ban some tax services. See Letter from Johnson, Beale & Marty-Nelson, supra note 183; Beale Comment Letter, supra note 131. After the rules were finalized, some advisers promoted broad pre-approval practices, leading commentators to urge the SEC to provide guidelines for audit committee review of audit firms' tax services. Oct. 20, 2003) . The release indicates that SEC staff consider pre-approval policies to be satisfactory only if they are "detailed as to the particular services to be provided." Monetary limits and broad categorical approvals are inappropriate. Id. at Q/A 22-24. While this guidance should discourage audit committees from adopting the kind of broad pre-approval statements urged by firms like Ernst & Young, the guidance remains vague. These restrictions fall far short of ensuring that audit committees are fully informed about tax risks of particular transactions at the time they make these decisions. Further action by the PCAOB, perhaps along the lines proposed in this Article, remains a possibility. See, e.g., Cassell Bryan-Low, Keeping the Accountants from Flying High, WALL ST. J., May 6, 2003 , at Cl (quoting PCAOB acting chair Neimeier that the group will "look at the issue of tax services being performed by auditors"). Although the PCAOB has not yet promulgated any additional rules governing tax services, it has at least indicated that it intends to monitor closely auditor provision of tax services to audit clients. obfuscation within a reporting company, between managers of a company and its board, and between a company and investors. The likely result is that investors, and perhaps even company boards and senior managers, cannot evaluate a significant aspect of a reporting company's risk structure-the reporting company's and the audit firm's tax risk profiles.
The following proposals encourage the SEC to interpret Sarbanes-Oxley in a way that protects investors through "strong regulation."' 191 Regulation should ensure that audit committees are appropriately prepared to make decisions about auditor provision of tax services and armed with the information necessary to monitor reporting companies' own aggressive tax transactions. Audits can thus be used to help audit committees tackle companies' overly aggressive tax strategies before those strategies lead to major enforcement actions by the IRS or revelations that affect stock prices. This can best be accomplished by putting auditors in a position that is essentially adverse to the interests of material tax advisers to the reporting companies they audit. Ensuring that auditors' assessments of tax risks are genuinely independent may offer the best remedy for the financial accounting problems related directly or indirectly to tax compliance and, as a corollary, to the corporate tax shelter problem itself.
A. Ban on Tax Shelter Advising Services
It is clear that a reporting company's external auditor's assistance in planning or implementing abusive tax shelters represents a grave conflict of interest under each of the principles that guided the prohibition of services in Sarbanes-Oxley.1 92 At the time of the adopting release for the final rules on auditor independence, the SEC may have been justified in limiting the prohibition of tax services to those that are both clearly violative of auditor independence and amenable to bright-line rules, such as the adopted ban on representation of audit clients in a court proceeding. Lobbyists pressed the view that it 191. See E-mail from Calvin H. Johnson to Jonathan G. Katz (Jan. 13, 2003) (regarding S7-49-02, arguing that strong regulation is more beneficial for markets than laissez-faire management) (on file with author).
192. See Bernard Wolfnan, "Sarbanes-Oxley" Needs Fixing, U.S.L.WK., Aug. 13, 2002, at 2083 ("No auditor who has sold a company a tax shelter or other tax minimization plan should audit that company because clearly the auditor would be conflicted."); Beale Comment Letter, supra note 131 (supporting a complete ban on tax shelter design by auditors and also proposing that the SEC ban all but the most routine tax services by audit firms); Beale, supra note 34, at 8 (same). The argument is as follows. To make the deal, the auditor may tend to cast an aggressive transaction as having a higher probability of success than reasonable. The audit firm may even arrange for a law firm to provide a protecting opinion if the IRS were to select the transaction for detailed review. In that context, the audit firm would likely insist that the fact that the transaction falls within the category of reportable transactions is of little consequence and should not cause the company to be concerned about the legality of the arrangement or to reserve for a tax contingency in its financial statement. In the most egregious cases where the audit firm and client do not intend to comply with IRS reporting requirements, having an audit firm provide the tax planning service to its audit client lowers the risk of detection. When the audit firm later assesses the impact of the transaction on the company's financial statements, it will inevitably downplay any doubts about the efficacy of the tax shelter. The audit firm's interest will prevent it from concluding that reserves are needed to cover a contingent tax liability. In the more egregious case of a failure to report a listed or reportable transaction, the auditor may actually obscure the transaction in the financial statements, notes and tax returns. The auditor may also downplay related information in explanatory materials. KPMG, for example, helped its tax shelter clients hide the magnitude of their gains and artificial losses on their tax returns by approving the reporting of only net gains through a grantor trust structure. See KPMG REPORT, supra note 92, at 14.
[Winter would be difficult to develop rules limiting abusive tax planning, because of the failure of Congress or the Treasury to provide a clear definition of an abusive tax-motivated transaction.
19 3 None of the comments proposed utilizing the IRS reporting requirements as a basis for securities market reporting. 194 In contrast, today there are final corporate tax shelter regulations that provide a consistent disclosure approach to potentially abusive tax shelter transactions. Any corporation entering into a transaction will have to decide whether the transaction must be registered or reported under those regulations, and any material advisor will have to make the same judgment in determining its list-maintenance responsibility. The SEC can utilize those same categories to ban tax shelter planning by a reporting company's external auditors without engendering confusion. The PCAOB with SEC approval should therefore act immediately to add to the list of prohibited non-audit services the promotion, design, or assistance in execution of registered or reportable transactions or transactions for which investor lists are required to be maintained, as those categories are defined in the corporate tax shelter regulations. By relying on the categories already required for IRS reporting, the SEC can prohibit potentially abusive planning without developing its own independent definitions and without imposing additional costs on audit firms and reporting companies.
195
There are several corollaries to the proposed ban. It should apply to auditor tax services for reporting company executives, if auditor services for executives are permitted at all. 196 In addition, auditors should be prohibited from serving as accommodation parties 19 7 in any of the banned categories of tax shelter transactions undertaken by their audit clients, whether or not the auditor designed or structured the transaction or provided advice to the reporting company in respect of the transaction. Finally, the auditor should not be permitted to provide an analysis of the tax consequences of such a transaction that the reporting company proposes to any third party, whether as a promoter, structurer, or participant.
198 Each of these services jeopardizes an auditor's independence by creating clear conflicts of interest between the audit firm and the reporting company or its managers.
B. Arming the Audit Committee with Information
The centerpiece of the auditor independence rules is the effort to strengthen the hand of audit committees by increasing transparency. Accordingly, Sarbanes-Oxley requires audit committee pre-approval before an auditor can provide non-audit tax services for a reporting company. However, audit committee pre-approval decisions will be little more than a pro forma stamp of approval unless members have appropriate information on which to base such decisions. 199 In other words, auditor independence cannot be assured so long as auditors provide any tax consulting beyond routine tax return preparation to audited companies, unless the audit committee is appropriately armed to apply "constructive skepticism" 200 to its decisions about additional tax services.
This Article therefore proposes that the corporate tax shelter reporting categories be used to create tax risk information for this purpose. The proposal for specific tax disclosure to the audit committee is divided into two parts. Section 1 describes tax information that the audit committee should have about the audit firm. Section 2 describes tax information that the audit committee should have about the reporting company.
Audit Firm Tax Risk Profile
The audit committee should receive information on audit firms to guide the audit committee in its roles as employer of the external auditor and final arbiter on the hiring of the external auditor to perform non-audit tax consulting. The information statements should be provided in a cumulative form at least annually, and should be updated in connection with the audit committee's review of quarterly or annual financial statements certified by the auditor. The disclosure should reveal the "audit firm's tax risk profile" in advising other clients (and the audited company, if not expressly prohibited) in respect of potentially abusive tax shelters. The tax risk profile would provide objective information regarding the extent of the audit firm's corporate tax shelter advising work, the audit firm's penalty history in respect of corporate tax shelters, and the audit firm's "cumulative failure rate" (defined below) in respect of corporate tax shelter advising. The audit firm would not need to disclose names of clients, information about particular tax 198 . See generally Beale Comment Letter, supra note 131 (discussing the conflicts when an external auditor provides to an audit client a tax opinion or memorandum of law that may be used by the audit client in connection with a third party's participation in the transaction that is the subject of the opinion); Beale, supra note 34 (same). Groups of accounting professionals have also urged a reconsideration of the SEC's position on auditor-provided tax planning. [Winter structures, or any other confidential information.
To demonstrate the scope of the audit firm's tax shelter work, the profile would include the number of new registration-required transactions, reportable transactions, and transactions for which the audit firm is required to maintain investor lists in respect of which the audit firm has advised any client during the reporting period and cumulatively over a twenty-year period, as well as a report of the aggregate purported tax benefits expected to be derived from those transactions. For example, the extent statistic for an audit firm that had promoted one shelter strategy to twenty clients who expected to save an aggregate $100 million in taxes with the shelter and another strategy to forty clients who expected to save an aggregate $60 million in taxes through the shelter would be sixty new shelters with an aggregate benefit of $160 million. The audit firm's penalty history would set forth the aggregate amount and number of separate penalties assessed against the audit firm for failure to report or register a tax shelter or failure to maintain and provide investors lists during the reporting period and cumulatively over a twentyyear period. For example, Ernst & Young's profile would include the 2003 $15 million settlement with the IRS, 20 1 including the number of separate non-reported items. The concept of a cumulative failure rate statistic is central to the disclosure requirement. The cumulative failure rate is intended to provide an objective measure of the credibility of the audit firm's tax advice in respect of reportable, registered, or listmaintenance transactions. It would disclose the proportion of all such transactions advised by the audit firm (on behalf of any company or individual, in the current or any prior reporting period) for which the purported tax benefits have been denied in part or in whole in a final determination (i.e., payment on audit, settlement or litigation of the tax shelter transaction). 20 2 Of course, one would not expect the cumulative failure rate to be high; in fact, a failure rate greater than one or two percentage points would likely be extraordinary.
20 3 The value in the statistic is the ability of audit committees to compare firms to identify the audit firms that provide prudent tax minimization advice. Without this tax risk profile information, an audit committee has no way to know whether an auditor's clients have had difficulty with the IRS, unless a case is litigated. Bringing the failure rate into the open should add an element of shame to the factors entering into a decision to hire an auditor for tax-advising services. In other words, a relatively high cumulative failure rate would suggest lack of credibility for an auditor's tax planning strategies. Avoiding such shameful statistics by more prudent tax-planning advice would 201. See supra note 137 (reporting settlement). 202. The rate should likely be determined excluding transactions for which only a de minimis portion of the purported tax benefit was denied. A portion of the purported tax benefit might be considered de minimis if it is less than 5% of the purported tax benefit of such transaction.
203. Failure rates will not be high for various reasons, not the least of which are the problems of underenforcement and underdetection discussed in Part IV, supra. Nevertheless, the comparative statistic should reveal the comparative aggressiveness of the tax advice offered by accounting firms. For example, suppose that Firm I advised clients in respect of an aggregate 1250 transactions and 25 of those transactions resulted in a non-de minimis denial of tax benefits, then Firm I's cumulative failure rate would be 25/1250 or 2%. If Firm 2 advised clients in respect of 1250 transactions and only five of those transactions resulted in a non-de minimis denial of benefits, the cumulative failure rate for Firm 2 would be only 5/1250 or 0.4%. Although the percentages in both cases are relatively low, Firm 1 's significantly higher cumulative failure rate should be viewed as indicative of riskier tax advice-i.e., tax advice that is more likely than that of Firm 2 to take overly aggressive positions that may lead to tax deficiencies. operate as a disincentive to the auditor to promote overly aggressive tax planning to its clients. At any rate, it would provide objective guidance to an audit committee in evaluating the auditor's credibility in respect of tax-minimization techniques and in comparing the relative competence of various audit firms in the area of tax minimization techniques.
This report can be made available at only nominal cost to auditors and reporting companies. The corporate tax shelter regulations already require promoters and participants to determine whether reporting, registration or investor-list maintenance is required for particular tax-motivated transactions. If the SEC bans auditor planning in respect of those transactions for which registration, reporting or list maintenance is required, no additional assessment need be done to determine whether auditor tax consulting is permitted for a particular transaction. Similarly, because an accounting firm that provides any tax shelter planning must determine what reporting is required in each case, preparation and updating of its own tax risk profile would require little additional cost.
If the SEC does not prohibit external auditors from acting as accommodation parties 204 in reportable, registered or list-maintenance transactions with audited companies, audit firms' tax risk profiles should also include cumulative and current information about those accommodation party transactions. 205 That information should reveal any arrangements in which an external auditor participated (or for which the auditor arranged, facilitated or established the necessary terms and conditions for a taxindifferent party's participation), if such participation is necessary to the reporting company's realization of intended tax benefits. This information about accommodation party transactions must be sufficiently specific to enable the audit committee to perform its oversight role. It should include the name of the transaction, the date entered into, a sufficient description of the structure of the transaction to permit an understanding of the source of the tax benefits, the amount of the purported tax benefit over the life of the arrangement, the amount to be realized by the audit firm from the arrangement (including any fees for advice in connection with the arrangement) and the cumulative failure rate for such transactions with the reporting company.
Reporting Company Tax Risk Profile
Each reporting company audit committee should also receive a company tax risk profile that provides objective information about the company's tax-motivated transactions. For each registered, reportable or list-maintenance transaction that the company undertakes during a reporting period, the disclosure should include a description of the tax structure, the tax benefits purported to be derived, the aggregate fees paid to advisers and the financial statement tax accruals. As in the case of audit firm profiles, a company profile should also include a statistic measuring the company's cumulative failure rate from participation in such transactions.
204. See supra note 40 and accompanying text (discussing accommodation party transactions), and supra note 85 and accompanying text.
205. An audit firm is already required to disclose any material transactions in which it participates with its client. See FINAL RULES, supra note 3. The information here, however, would be specifically developed to promote understanding of the tax risk profile.
Putting SEC Heat on Audit Firms
Company profiles should guide audit committees (or boards) in their general task of monitoring risks to companies in aggressive tax planning arrangements and the effectiveness of companies' internal controls. It should be especially valuable to audit committees in monitoring overzealous managers who have pushed internal tax departments into abusive tax transactions. It should also ensure that there is a sophisticated "watchdog" (i.e., the external auditor) looking over the shoulder of law firms and non-audit accounting firms that provide aggressive tax-consulting services that external auditors are not permitted to provide. 20 6 In addition, the disclosure would provide information essential to audit committees in understanding external auditors' views of tax compliance risks as reflected in financial statements.
To help audit committees assess tax strategies, they should also have information about company transactions during each reporting period as to which the overall tax treatment is uncertain 20 7 where (1) failure of a transaction to be characterized for tax purposes as intended would have a material impact on a company's financial condition as reflected in its financial statements and (2) aggregate fees of at least $100,000 were paid to advisers who assisted in the design and implementation of the strategy. This information would put audit committees in a much better position to understand tax accruals in financial statements. It would also provide an opportunity for audit committees to become aware of any patterns of excessive risk-taking in structured transactions in time for boards to exercise oversight and counter the "business center" mentality of internal tax and audit departments.
C. Enhanced Disclosure in SEC Filings
The restrained economic recovery following the burst of the high-tech bubble and the various corporate accounting scandals has been due in part to investor and lender concerns about the strength of corporate governance and credibility of reputational intermediaries. 208 Arming audit committees with the ability to do their job will not suffice if investors are not convinced that corporate governance is working. The SEC already requires mandatory disclosure of operating results, 20 9 and those results already purport to provide some understanding of the aggressiveness of a reporting company's tax positions. The SEC can and should require expanded tax risk disclosure to supplement that information, so that those who want to assess a company's tax risk have adequate information with which to do so. Disclosing information about tax risks can be done with little additional cost and is consistent with increasing interest in "social disclosure" that provides information about the social and environmental effects of corporate conduct. 2 10 To highlight tax planning and ensure that the public has an opportunity to evaluate it, an appropriate summary of the tax risk profiles presented to audit committees should be made part of the Management's Discussion and Analysis of Financial Condition and Results of Operations section in companies' periodic reports and registration statements. 2 11 The tax risk information would enhance the purpose of that section to provide management's perspective. In order to be effective, the narrative should include (1) a summary of the reporting company's registered, reportable and list-maintenance transactions during the reporting period, including the company's cumulative failure rate in such transactions; (2) information about any external auditor accommodation party transactions with the company, including aggregate fees paid; and (3) information about the auditor's tax shelter consulting services, including its cumulative failure rate in taxmotivated transactions. 212 
D. Strict Liability Penalties
To strengthen the proposed disclosure requirements, Congress should enact a strict liability penalty that the SEC may apply in administrative proceedings when an auditor fails to provide the required tax risk profile to an audit committee (or when it provides materially inaccurate statistics in a tax risk profile). 2 13 To be effective, this strict liability penalty should be at least $10,000 "per occurrence." 2 14 Strict liability is appropriate to enforce a bright-line administrative reporting requirement because certainty enhances deterrence.
15
A strict liability penalty for gross understatements of tax accruals may also be appropriate. This penalty should ensure that auditors act in the public trust to protect shareholders' interests when reporting companies engage in tax-motivated transactions marketed by other accounting, banking or law firms. A firm's tax shelters are often clones of strategies marketed by other firms, 2 16 and accountants may be prone to an attitude of "you scratch my back; I'll scratch yours" towards other firms' strategies, leading to inadequate review of tax accruals.
2 17 A strict liability penalty should cause auditors to decide accrual issues conservatively. Given the likely inclination of auditors to provide only cursory review (and minimal tax reserves) for tax transactions that are substantially similar to ones that they themselves have structured, this penalty must be severe to be effective. At the same time, a high threshold may be appropriate to avoid over-penalizing auditors for reasonable mistakes in judging potential tax risks. An appropriate penalty might therefore require an auditor to disgorge to the government all audit fees received from a reporting company during a year (plus interest) if (1) during that year the company engaged in a transaction a significant purpose of which was tax avoidance, (2) the company must later pay a tax liability in respect of that transaction, and (3) the liability exceeds the audited statement's related tax accrual by more than a significant threshold amount (perhaps 50%).218
VII. CONCLUSION
The evidence of accounting firm involvement in the tax shelter industry is undeniable. The traditional permissive stance towards auditor tax consulting has already proven itself unreasonable, most conspicuously in the Arthur Andersen collusion with Enron in tax-motivated transactions that had immediate financial statement results and in the Ernst & Young provision of tax shelter advice to Sprint executives, resulting in the necessity of firing either auditor or executives. Several factors propel the current shelter business, including underenforcement, the trend towards treating corporate tax and finance departments as revenue generators, the conflicting roles of auditors who provide aggressive tax planning, and inadequate information about tax risks. The apparent (1) high litigation hurdles generally permit reputational intermediaries such as tax advisers to escape penalties for errors that result from conflicts of interest and (2) lucrative consulting fees provide a strong incentive to promote risky tax transactions once the adviser "get[s] past" doing something that may be wrong).
216. See, e.g., Beale Comment Letter, supra note 131, at 768. 217. See Wolfinan, supra note 192 (considering it "bizarre" that a firm might call attention to the vulnerability of a product sold to its audit client by another accountant firm when the audit firm has sold similar shelters to many of its own clients). See also ENRON TESTIMONY, supra note 62 (discussing the cozy relationship among different advisers to Enron).
218. If the SEC permits auditors to continue to provide tax shelter advice to audit clients or serve as accommodation parties in client shelters, auditors should at least face a failed transaction penalty requiring disgorgement of all audit and consulting fees (with interest) for the year of the failed transaction. This strict liability penalty should apply whenever (i) an external auditor advises an audit client in connection with a registered, reportable, or investor-list maintenance transaction (or organizes, structures, participates as an accommodation party in or has any other direct involvement in such transaction) and (ii) that transaction fails to achieve more than a de minimis portion of the intended tax benefit as set out in the engagement documents. In order to limit the penalty to non-trivial cases, it should apply only if the IRS challenges the position as a tax avoidance transaction and a final determination results in the reporting company's owing additional taxes (excluding interest and penalties) of some threshold amount (perhaps $250,000). correlation between aggressive accounting and aggressive tax planning suggests that tax risk information can be an important analytic tool for audit committees and investors.
This Article proposes, therefore, that the SEC use the corporate tax shelter regulations to demarcate permissible non-audit tax consulting for audit clients. Objective information about reportable and list-maintenance transactions should also be provided to audit committees, in the form of audit firm and reporting company tax risk profiles. Audit committees can thus be armed to exercise appropriate oversight over internal controls, select external auditors, and evaluate the risks of having external auditors perform nonaudit tax services. The information can be shared with investors through the MD&A section of periodic reports and registration statements. Congress should reinforce these requirements by permitting the SEC to levy strict liability penalties in its proceedings for failure to disclose (and possibly for gross understatement of tax accruals). The effect of these changes would be to put auditors back where they belong-as the public's watchdog snipping at the tail of advisers (especially law firms and other accounting firms) that give their blessings to aggressive tax strategies. Incidentally, the corporate tax shelter problem should suffer a further blow.
The SEC should consider other ways that a cooperative, multidisciplinary approach could enhance its functions. 2 19 Commentators have suggested the need to coordinate the various schedules that reconcile book and tax differences. 220 The level of certainty required for offering tax shelter opinions and for determining tax accruals in financial statements might also benefit from coordination. 22 1 An informal, interagency group should consider these issues in the intersection of the tax and securities laws.
